University of Mississippi

eGrove
Federal Publications

Accounting Archive

1934

Reports to stockholders: Report of the Committee on Statistical
Reporting and Uniform Accounting for Industry
United States. Securities and Exchange Commission

Follow this and additional works at: https://egrove.olemiss.edu/acct_fed
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
United States. Securities and Exchange Commission, "Reports to stockholders: Report of the Committee
on Statistical Reporting and Uniform Accounting for Industry" (1934). Federal Publications. 235.
https://egrove.olemiss.edu/acct_fed/235

This Article is brought to you for free and open access by the Accounting Archive at eGrove. It has been accepted
for inclusion in Federal Publications by an authorized administrator of eGrove. For more information, please
contact egrove@olemiss.edu.

REPORTS TO STOCKHOLDERS

REPORT OF THE COMMITTEE ON STATISTICAL REPORTING
AND UNIFORM ACCOUNTING FOR INDUSTRY

TO THE

B U S I N E S S ADVISORY AND PLANNING C O U N C I L
FOR THE DEPARTMENT OF COMMERCE

COMMITTEE ON STATISTICAL REPORTING AND UNIFORM ACCOUNTING FOR INDUSTRY
OF THE BUSINESS ADVISORY AND PLANNING COUNCIL FOR THE DEPARTMENT OF COMMERCE
195 BROADWAY, NEW YORK

Walter S. Gifford, Chairman
Pierre S. du Pont
William A. Harriman
MELVINA. Traylor

D. R. Belcher,
Executive Secretary
T. H. Sanders,
Research Secretary

August 2, 1934.

Mr. S. Clay Williams, Chairman,
Business Advisory and Planning Council,
Washington, D. C.
Dear Sir:
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"Reports to Stockholders.* The publication of balance sheet and
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contained herein, while stated in terms of such reports, are
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REPORTS TO STOCKHOLDERS

I,

INTRODUCTION

The accompanying report reflects the findings of the
Committee on Statistical Reporting and Uniform Accounting for
Industry, for presentation to the Business Advisory and Planning
Council for the Department of Commerce, with respect to the
financial reporting of corporations to their stockholders.
The Committee has surveyed the area of activities referred to it with a view to determining both the relative importance and the urgency of the several problems therein arising.
The field covered by the words "Uniform Accounting" is extensive.
Many phases of accounting theory and practice are still in a
controversial stage. The conclusion was inescapable that if the
Committee hoped to accomplish any practical results it should
limit the scope of its inquiry to one or two subjects which
offered possibilities for tangible accomplishments within a reasonably short space of time.
The part which is played in our national business life
by investment, and the desirability of having it conducted upon the
soundest basis possible, very soon brought to the fore the question
of the published reports by which listed companies furnish financial
information to their stockholders and to the business public
generally. In particular, our inquiry has related to means by
which added protection might be afforded to the investor, whether
he placed his funds directly or through one or other of the
different financial agencies. The business corporations of this
country and the various public and professional organizations in
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and continuous progress has already been made. This report has
therefore sought to embody the accomplishments already achieved,
and to indicate the directions in which further progress may be
expected,
The financial reports made by corporations to their
stockholders, consisting primarily of a balance sheet, income
statement, and statement of surplus, are the principal means by
which interested persons endeavor to appraise the position and
accomplishments of large corporations. In a country in which
the ownership of corporations is distributed among millions of
stockholders, and the savings of additional millions are invested
in bonds of such corporations directly or through savings banks,
insurance companies, and other fiduciary institutions, the amount
of reliance placed upon corporate financial reports is very great;
they are matters of considerable public concern, Indeed, it
appears that these public financial reports, since they are most
readily available to the general public, are the key to the solution of the basic problem of protecting the small investor.
The form and content of financial reports best suited to
the needs of investors have long been subjects of controversy. In
this connection one should distinguish between the internal accounts
and records of a company, and its published reports. The latter
are abstracts from the accounts, and for them to be reliable it
is necessary first that the accounts shall have teen set up in
accord with sound principles of accounting and classification,
and second that the reports shall have been correctly drawn off
from the accounts. In other words, at the basis of any good
reports must be a complete and reliable set of records, but for
purposes of this inquiry these have been assumed. The questions
with which the Committee was primarily concerned were: How
adequate is the public financial reporting today? and can any
agreement be reached as to the general scope and nature of the
factual and qualitative information to be presented to the
public in the reports?
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The chief difficulty experienced by readers of reports has
arisen not so much from differences inform and terminology as from
differences in company practice with regard to disclosing or withholding- certain kinds of information, coupled with a failure to
include in the reports sufficient explanation as to the basis of
the figures to permit of a clear understanding of their significance.
These differences in practice arise from two major causes. First,
there are important differences in the nature and scope of the
operations of companies in different industrial or business groups
and of companies within the same industrial group. Second, arising
largely from these, there are at times differences of opinion among
professional accountants, and among business men, as to what constitutes the best reporting of a given situation. In the face of
these difficulties the main reliance must be on accountants of
sufficient experience, disinterestedness, and sound judgment to be
able to make the best choices among alternatives. As experience
accumulates, however, it becomes possible to embody it in general
principles for the guidance of all concerned. Not that these
principles can ever be a substitute for judgment and experience,
but they may serve to supplement these in a helpful way and to
reduce the area within which the application of judgment is
desirable.
Constant efforts have been made for years, and are continuing, to increase the value of these reports to the investing
public. The directors are primarily responsible for the reports,
and generally they strive to present an effective, simple and
accurate picture of the company's position and progress. The fact
that public accountants share this responsibility with the
directors should not be allowed to reduce or obscure the responsibility of either for the issuance of accurate statements. The
security exchanges, the several associations of professional
accountants, and organized investment and banking groups have all
contributed by constructive criticism to the progress of sound
corporate reporting. Appreciation of the social and economic
importance of better financial reporting is growing, and conversations with the accounting officers of corporations, as well
as with public accountants, indicate a general feeling that

- 4 progressive steps can and should be taken at this time.
With these considerations in mind, the approach to the
problem has been first, to ascertain what reporting principles
are generally applicable, and second, to consider the significance
of the main items in corporate financial reports and the contentions for and against the various ways of showing them. The conclusions of the Committee have been reached after consultation
with professional accounting societies, accounting officers of
corporations, and others who in public or private capacity have
devoted considerable thought to the subject, but none of these
individuals or organizations has been asked to subscribe to the
recommendations contained in this report. On many of the problems
discussed it is not possible to reach complete unanimity of
opinion and the Committee has attempted to reconcile honest di
ences on such points.
The suggestions here made are intended to apply mainly to
corporations whose securities are widely distributed or are actively
traded in on public exchanges, and the recommendations have been
developed from the point of view of the interests of present and
prospective stockholders and creditors of such companies. Without
regarding these recommendations as final solutions to the many
controversial aspects of corporate accounting, they may be taken
as practical expedients, the general adoption of which would result
in a material improvement in the quality and quantity of the
financial information now available to the public. The practices
recommended as desirable are already in use by many companies.
No attempt has been made to develop ideal procedures which are
too often based upon 'inadequate understanding of business facts,
or are in conflict with the laws, or with the requirements of
public and private regulatory agencies. The recommendations aim
to present a practical course which, it is believed, can be safely
taken at this time.
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A

•

SOME GENERAL PRINCIPLES

Nature of Accounting Statements

One of the most important problems involved in this question
of corporate reporting is that of educating the rank and file of
investors to an appreciation of the character of balance sheets and
income statements, and especially of their unavoidable limitations.
The symmetry and balance of published statements have led to
a popular impression that the figures contained in them are matters
of final and undisputed fact to a greater degree than is warranted by
circumstances. The impression is sometimes held, moreover, that these
statements, in addition to showing the past, can and should show what
is going to happen to the company within the immediate future. Neither
of these assumptions can be fulfilled in practice.
A business is a living, moving thing. In the course of its
operations it is constantly transforming its assets from one stage to
another and is constantly gaining or losing ground in the process. At
any one moment many undertakings are in mid-career; until they have
been completed no one can tell with certainty what will be the outcome, but by that time other and equally extensive operations will
have been launched. This is just as true at December 31 as at any
other date, but business convention and necessity have led to the
practice of rendering annual accounting statements as of this or some
other date selected as best for the reporting company. Such statements always will be useful and necessary to business managers in
charting their position and steering their course, and they will
always be helpful to present or prospective investors. But to regard
every amount appearing on these statements as an indisputable fact
is to attribute to the statements a greater degree of certainty than
they can possess.
This may be made clearer by considering the origin of the
amounts usually placed upon the two principal groups of assets shown
in any balance sheet, namely, the fixed assets and the current asset;.
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real estate, plant and machinery, are shown in the balance sheet at
the historical cost of the property. This is the permanent record
of what the owners invested in tangible property and it is important
for many reasons; but the heading of the balance sheet, containing
the words "as at December 31" may lead a person uninformed of the
general rule to suppose that the amount given opposite the plant item
is its present value, whereas no balance sheet that follows the
accepted conventions of accounting attempts to show present values
for these assets. It would in most cases be impracticable and expensive to re-value the fixed assets every year on an appraisal basis;
and even if it were possible it would not necessarily be significant
information, since there are other factors entering into the determination of the value of a going industrial concern, including the
capitalized present worth of its estimated future earnings.
Current or working asset's present an entirely different
problem. These consist in part of cash, and usually in much larger
part of receivables and inventories intended to be converted into
cash in the near future. The probable cash value of all of these
assets is a matter of dominant importance from the viewpoint of the
credit of the company, and no more than this probable value is
supposed to be shown in the balance sheet. The book value or cost
of these assets is the starting point in considering them; in so
far as this is fairly certain to be realized it will be used in the
balance sheet, but in so far as current market prices or realizable
amounts are less than cost, the balance sheet will utilize these
lower figures. For inventories of a going concern, therefore, the
lower of cost or market is the common rule, and for receivables,
the book accounts less probable uncollectible amounts, the best
judgment of the accountant and the management being required in
each case. Their knowledge of the situation and the accounting
records will aid in arriving at the appropriate amounts, but it is
inevitable that the current assets as stated on the balance sheet
are partly fact and partly estimate.
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appearing in the balance sheet should not be considered, however, as
releasing the directors of a company or the accountant from the
responsibility for producing statements which can be used as a guide
for investors and creditors. This is the more true since many
aspects of accounting theory have settled down to a substantial
degree of accepted practice with which the experienced accountant
will be acquainted and which will guide him in the preparation of
financial statements. The reader of the statements is entitled to
assume, moreover, that a conscientious examination of the accounts
has been made and that the judgment of a qualified person has been
applied to them. In particular he is entitled to believe that the
general impression conveyed by the statements was intended to be
conveyed and that it is the right impression; neither technical
procedures nor anything else should be permitted to stand in the way
of attainment of this fundamental objective. Furthermore, the reader
should be able to assume, in the absence of notice to the contrary,
that the generally accepted principles of accounting have been adhered
to in the preparation of the statement. Balance sheet and income
statements prepared on sound principles are very important documents,
and are both helpful and informative to the man who understands them.
But, regardless of how conscientiously the Statements have been prepared, it will still remain true that no reader can fully understand
them who has not informed himself of the accounting principles which
underlie them. If acquaintance with these principles leads him to
realize what dependence he can place upon the statements, he is then
in a much better position to understand the true significance of the
figures presented.
B.

Consistent Application of Principles

The generally accepted principles of accounting include a
number of permissible alternative practices, appropriate in different
circumstances. As to the choice between these alternative practices,
the published reports of a given company should possess a high degree
of continuity. If in any year a change is made from one recognized
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different result, it is essential that the nature of this change be
disclosed. Good and sufficient reasons for making such changes
arise from time to time, and company managements must be free to
deal with varying circumstances in accordance with their best judgment, but the reader of the report should be advised of the change.
Many corporations have striven for years to develop and
improve their accounting principles and practices; a considerable
number of them have prepared, for their own use, systems of accounts
and directions for their consistent application. The Interstate
Commerce Commission and some of the state utility commissions have
published accounting systems for companies under their jurisdiction,
and a number of trade associations have issued systems for the industries which they serve. The American Institute of Accountants,
through a Committee on Cooperation with Stock Exchanges, has suggested
that every company make available to stockholders an authorized
summary of its accounting principles and practices. If this were
done it would be desirable that every report published include a
statement in effect as follows:
"The books of account from which these statements have
been prepared have been kept in accordance with the accounting
rules and principles set forth in * * *."
A public utility or railroad company for which an accounting
system had been prescribed by a commission having jurisdiction over
the company would name that system in the above statement. All other
companies would make reference to the published accounting system of
a trade association or the statement of accounting practice prepared
by the individual company, indicating that copies of these statements
were available to the public on application. These statements of
accounting principles should be sufficiently explicit that any
interested person could ascertain what accounting practices the
company followed. A procedure of this kind would constitute a long
forward step toward clearing up the entire problem of public financial
reporting.
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C.

Uniform Accounting and Reporting Practices

Complete uniformity in accounting practices throughout
the whole field of business enterprise is often cited as an
objective toward which business should constantly strive. Such an
objective, however, even granting that it were susceptible of attainment, would by no means represent an ideal situation. To attempt
now to standardize accounting procedures for all business would
inevitably result in a standard far below the accounting practices
of leading business concerns at the present time, and would tend
to stifle the evolutionary progress which has been constantly under
way in accounting for many years and should be permitted to continue.
Moreover, it is clear that, except for well-known basic principles
which should find recognition in all accounting, the most effective
accounting for a particular company must be a system specifically
designed to meet the peculiar requirements of that company.
A far better objective is first: the recognition,
adoption and consistent application by all business concerns of
the basic principles of accounting, and second: the development
and adoption, within each reasonably homogeneous field of industry,
of uniform accounting practice especially adapted to the needs of
that industry. Experience has shown that a trade association, for
example, representing a group of manufacturers all engaged in the
same industry may, with full knowledge of that particular business,
develop a system of accounts that will conform to these fundamental
principles and at the same time be better suited to that business
than would a system designed for general application. Likewise,
the experience of the Interstate Commerce Commission and other
regulatory agencies has demonstrated that, while certain basic
principles may be generally applied, it is necessary to devise a
separate accounting system for each class of public utility coming
under their jurisdiction.
Similarly in the case of public reporting, to attempt to
standardize the form and content of balance sheets and income statements would be undesirable. The conditions of different industrial
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forcibly to reduce their reports to a flat uniformity is likely to
obscure the presentation of information rather than to reveal the
facts more clearly. Many companies are constantly experimenting
to improve their statements as a reflection of their individual
situation, and it is desirable that these efforts be encouraged.
Corporations should endeavor to devise simple and non-technical
forms and terminology for their published reports. Many companies
issue their financial statements in simple and popular form designed
to induce the greatest possible number of stockholders to read them;
others issue them in more detailed and technical form, to assist the
expert analyst. Every company with a due sense of its obligations
to stockholders will wish to satisfy both of these purposes as far
as is reasonable, but clearly its endeavors to further the one
objective may in some measure sacrifice the other. It seems probable
that the interests of both classes" of readers may best be served by
balance sheets and income statements set forth in very simple explanatory form, supplemented by detailed schedules or analytical
statements which furnish information in which the expert analyst is
particularly interested.
For these and other reasons it would be a mistake, also, to
attempt standardization of the degree of itemization in reports to
stockholders. Some items in the balance sheet and income statement
are more important in some companies than in others. For example, in
most manufacturing and trading companies the inventory is of great
importance, while in a public utility company it may be relatively
negligible. Though it is difficult to lay down criteria for determining when an item should or should not be separately stated on the
balance sheet, it seems evident that the investor's viewpoint should
be the primary consideration in deciding all such questions.
One influence tending to restrict the amount of information
furnished by a company to its stockholders is a very genuine fear of
revealing to competitors and others information which may be of service
to them and injurious to the company. There are many ways in which
this may occur; a disclosure either of unexpected strength or
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their efforts. Publication of figures of gross sales, cost of sales
and resulting gross profit on sales is regarded with special apprehension on this score, since such disclosure may serve to attract new
competition, may induce price cutting or may prompt large buyers to
demand price reductions. Experience has shown in many cases that
these fears are exaggerated, and that the publication of information
which the company was reluctant to disclose has been attended by no
ill consequences. This is a matter, however, which might well be
allowed to follow a natural development, in which business men may
feel their way towards as complete reporting as the circumstances of
their business will permit.
D.

Frequency and Date of Publication
There is fairly general agreement that each company should
present annual balance sheets and income statements, properly audited,
but considerable difference of opinion on the desirability of publishing reports more frequently. The problem of presenting quarterly or
monthly income statements which will inform rather than mislead is
undoubtedly a difficult one in many businesses. The seasonal nature
of many businesses renders short term reports of little or no significance, and comparisons between a short current period and the corresponding period of the preceding year are liable to be misleading.
The shorter the term covered by a report, moreover, the more difficult
it is to make the necessary expense allocations to the different
periods on a basis which leaves a correct impression. For example,
reports for an inactive quarter to which the proportionate periodic
expense has been charged may show losses and should be interpreted
with caution. Anyone who, in reading an interim report, is disposed
to minimize or overlook these difficulties is likely to be deceived
in the inferences he draws.
It would seem, however, that investors should receive some
information as to company performance more frequently than once a
year, and each company should deal as best it can with the difficulties which have been mentioned. In the majority of cases quarterly
reports of earnings are helpful and desirable, and for this reason
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report reflects abnormal conditions, or is difficult of interpretation, the circumstances which make it so may be briefly pointed out.
It is not essential that these statements be audited,
since, apart from the expense, such a requirement would delay publication of the figures and thus materially reduce whatever value
they might possess. Furthermore, the audited annual report will
serve as a check on the quarterly reports.
Those who have the problem of determining a company's
annual closing date might well consider the natural date for closing,
for example, as related to the end of the active season. It is well
for an industry as far as possible to act as a unit in the matter, and
for all companies within it to close on the same date.
E.

Consolidated Statements
Where a group of companies is operated under a central
control, the publication of reports for the parent company alone does
-not give the investor a complete picture of the position and accomplishments of the entire enterprise, nor can such a picture well be
obtained from the published balance sheets and income statements of
the several controlled or subsidiary companies in conjunction with
the parent company's statements. The desirable procedure, as a rule,
is to publish a balance sheet and an income statement for the parent
company, and also consolidated statements for the entire group of
companies, in which intercompany duplications have been eliminated.
Accountants and business men hold widely differing views
upon many aspects of consolidated reports, and for the purpose of
obtaining improvement in corporate reporting practices it is not
desirable to hurry a settlement of these differences. On the
contrary, the greatest progress in this field will result from a
continuation of the debating of consolidation problems. One of the
principal issues involved is that of the degree of consolidation.
In some cases company units are financially associated with a group
of companies to which they are otherwise very much unlike; it is
then often best to consolidate the homogeneous units and treat the

- 13 others as investments. No rule-of-thumb criteria can be established
at this time, but the consolidated report should state any general
principle which is followed by the company. The report should refer
to accompanying schedules of those companies which are consolidated
and those which are not, indicating preferably the percentage of
ownership in each case. It should also indicate the practice
observed by the company in preparing its consolidated reports with
respect to stating assets and liabilities, minority interest, capital
stock, surplus, intercompany eliminations, gross earnings, cost of
sales, and dividends. Here again the important consideration is that
the investor be able to determine what has been done in the given
case, rather than that all companies follow a uniform procedure.
Consolidated reports should state the equity of the parent
company in the undistributed gains or losses of unconsolidated subsidiaries for the period under report, and also its equity in their
surplus or deficit accumulated since they were acquired by the parent
company. Likewise such statements should reflect the existence of
any default in the interest, cumulative dividend, or sinking fund
requirements of any. controlled corporation whether consolidated or
not.
F.

Comparative Statements
The changes, from one year to the next, in the itemized
amounts shown on a company's balance sheet are important; frequently
they furnish to the reader more significant information than can be
derived from any study of the items or ratios within a single balance
sheet. This is recognized by many companies, and their reports
include either an analysis of the differences between the current
balance sheet and the previous one, or else a comparative balance
sheet in which the figures for the two years are laid side by side
so that the reader can make his own comparisons. For internal purposes it is of course common for the accountants t o prepare a statement of the sources and applications of funds handled during a period,
and in a few instances these are published. The trained analyst who
studies the company from the outside should be able from the published
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statement.
Whatever the procedure, it is desirable that the report
for a given year provide some means by which changes since the
preceding report may be ascertained without the necessity of referring to the latter. It is also desirable that comparisons of the
amounts of the income statement items for the current and the
preceding year be provided.
G.

The Need for Conservatism

In the handling of these problems in which judgment plays
so large a part, business men and experienced accountants alike are
inclined, when in doubt, to adopt a conservative course. Considered
in the abstract, under-statement of a situation may be as objectionable as over-statement, In preparing reports for investors, however,
the probable consequences should be carefully considered and, in
general, optimism is to be avoided. On the other hand, conservatism
should not be carried to the point of deliberate and serious understatement of assets or earnings.
The need for conservatism is most clearly evident in
dealing with the distinction between capital and income. From a
broad economic point of view, we have on the one hand the capital
fund, the permanent resources at the disposal of the business, and
on the other hand income, the flow of wealth issuing from the capital
resources as the result of their operation by the management. The
primary objective of business is to increase the volume or velocity
of this income stream, while at the same time keeping the capital
fund intact. The primary problem of accounting is to measure this
income stream, and to see that the integrity of the capital fund is
maintained.
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THE BALANCE SHEET

The order in which the items of the balance sheet are
discussed in this section is not intended as a recommendation as
to the order in which they should appear in a given balance sheet,
nor even that they all be shown. Each company will arrange its
statements in the form which it considers most effective in giving
a clear picture to its stockholders and creditors. It should be
understood also that recommendations for the separate listing of
component items, or for disclosure of them in foot-notes or otherwise, do not apply to inconsequential amounts- To increase unduly
the number of items or subdivisions makes for confusion rather than
clarity. If it is desired to include different items of large
amount under a single title, a schedule of its composition may be
included in the report.
ASSETS
A.

Current Assets
It has already been stated that, since current assets are
the working assets of the business and have a vital bearing upon
the current credit position of the company, the important questions
are the amounts to be included, and how readily realizable they may
be. Specific rules as to what items constitute current assets are
difficult to formulate; generally speaking the time limits used by a
company in the definition of its current assets will not differ from
those applied to its current liabilities, since the former are
largely required for the settlement of the latter and since the ratio
of current assets to current liabilities, although not significant in
all cases, is one of the comparisons most commonly made by balance
sheet analysts. The nearest approach to a general rule is the convention followed by many companies of excluding items not convertible
into cash within one year, although readily recognizable items based
on general trade practices, such as installment receivables or
inventories long in process, may be admitted. Reserves against
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current liabilities, in order to avoid overstating the net current
assets.
1.
Cash
a)
This item should be limited to cash on hand and
in banks available for current use, and will exclude cash
in closed banks and any other items in the utilization of
which there may be substantial delay. Companies having
cash or bank balances in foreign currencies are confronted
by a question involving the rate of exchange to be used in
the conversion to American currency. As a general rule the
rate of exchange on the date of the balance sheet should be
used, though exchange conditions at particular times may
suggest some modification of this principle. If, for
example, conversion at the current rate is likely to show a
profit on exchange, conservatism in the showing of profits
and in the time of taking them up suggests that apparent or
paper profits, arising out of substantial amounts of cash
which are not in fact to be converted at an early date, but
will continue to be held abroad, be carried in a suspense
account until realization of such profits is established by
actual conversion into American currency.
b)
When substantial amounts of funds are in time
deposits or demand loans, or are tied up in employee working
funds not readily transferable to the company's general
account, it is desirable to indicate them separately, or by
a foot-note on the balance sheet,
2.

Marketable Securities

a)
In general, this term is used to indicate a class
of asset which in currency and availability is second only
to cash itself. If substantial amounts are so invested the
item should be shown separately in the balance sheet.
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It is desirable that the term should be used to
connote only securities of undoubted liquidity, such as
securities of the Federal government, and those state,
municipal and corporation securities which are not highly
speculative and for which a ready market exists.
c)
Securities carried in this category will preferably be valued at the lower of cost or current market prices.
If any other amount is used, the current market value should
be stated parenthetically or in a foot-note on the balance
sheet,
d)
Preferably, none of the company's own securities
nor those of its subsidiaries, with the exception of shortly
maturing bonds of subsidiaries which it is certain will be
paid, will be reported in this category., Even if such
securities are held only temporarily, and could be readily
converted into cash, the circumstances attendant upon the
holding by a company of its own or its subsidiaries' securities are not those which are generally understood to apply
to the term "marketable securities." The larger such accumulations of a company's own securities may be, the less likely
it is that they could be realized without seriously lowering
the market. If such securities are included in this category,
the number, par or stated value, description, and the amount
at which carried should be separately stated in the balance
sheet or disclosed in a foot-note.
3.

Accounts and Notes Receivable

a)
As a general rule this category will include only
receivables arising in the course of trade, that are readily
collectible, and that will in all probability yield the
amounts indicated.
b)
When, as is common, accounts receivables represent
the major part of these assets, accounts and notes receivable
may be reported as one item. In general, notes receivable
from subsidiary and controlled companies not consolidated and
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trade debts of customers require separate mention. It
is preferable that notes maturing later than one year
from the date of the balance sheet be excluded from the
current asset category and reported as investments or
other assets.
c)
The receivables stated on the balance sheet will
exclude any accounts or notes known to be uncollectible.
If notes past due and of doubtful collectibility are in
substantial amount, that fact warrants disclosure of the
values at which they are reported.
d)
Such items as customers' credit balances,
deposits on account, security guarantees, and freight
allowances which will in all probability be taken may
either be subtracted from the receivables, or included
among the liabilities as the circumstances dictate.
e)
Appropriate reserves for uncollectible accounts
and bad debt losses will be set up as of the balance sheet
date on the basis of the company's past experience and the
judgment of the accountants and management. Preferably,
the amount in these uncollectible reserves will be shown
in the balance sheet as a deduction from the stated accounts
receivable but, if the amount of the reserve is normal in
the light of the company's past experience and does not
represent an appreciable proportion of total receivables,
it is sufficient to state specifically in the balance sheet
that the amounts shown are after deduction of adequate
reserves.
f)
If any of the accounts or notes receivable have
been hypothecated or discounted, the amount involved should
be stated in a foot-note on the balance sheet.
4,

Inventories

a)
The inventory figures on the balance sheet of
a manufacturing or trading concern have always and very
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in their bearing upon the reliability of the statement.
Because of their direct influence upon both the current
credit position of the company and the profit for the
period under report and that of the ensuing accounting
period, this item is always reviewed with much interest
toy accountants, bankers and investors. The common rule
of valuation, cost or market, whichever is lower, is a
salutary and practicable one, its primary intent being
that no inventory shall in any case be valued at more
than the probable realization price, and that no profit
shall be taken on unsold merchandise. Other conservative
methods are followed by some companies, such as the basic
inventory method, in which a fixed low price is used
through a period of rising prices; in most cases where
used the method is quite satisfactory, and needs only to
be clearly announced and explained. The company should
indicate its policy with respect to the method of arriving
at the inventory figure, particularly with respect to the
inclusion of such items as selling expenses, interest
charges, administrative expenses, and intercompany or
interdepartmental profits on finished goods. In the event
that substantial change has occurred in the inventory figure since the last published report, the reason for and
amount of such change should be brought to the attention
of the stockholders, indicating especially whether the
change is due primarily to differences in the quantities
of goods on hand, to a change in market prices, or to a
different valuation policy.
b)
Where goods or commodities are subject to wide
price fluctuations, it sometimes happens that their market
value at the time of preparation of the report is substantially different from that at the date of the balance sheet.
Good reporting practice requires that when a decline has
occurred, the fact be indicated.
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The inventory figure will not include stocks

of goods not owned by the reporting company.

If stocks

have been hypothecated, appropriate mention of the fact
is necessary.
d)

The amounts and treatment of substantial inven-

tory adjustments should be disclosed.
5.

Other Current Assets
a)

If this caption is used in a balance sheet it

should be accompanied by descriptive or explanatory information revealing the nature of the. assets and giving some
indication of their currency and the basis of the amounts
reported.
b)

If substantial amounts of current or shortly

maturing indebtedness of subsidiaries, officers or employees
are included in this category, the practices with regard to
disclosures mentioned in preceding topics apply.

If these

amounts are in large part secured by collateral held by the
company, that fact has a bearing upon their probable liquidity and deserves mention.

If securities of subsidiaries not

consolidated, or of the reporting company itself are included
in this category, appropriate disclosure as to the amount and
basis of valuation should be made,
B.

Investments
1.

Investments owned but not used in the operations of the

business, securities of controlled companies, notes of or longtime advances to subsidiaries, and any other items which are in
the nature of permanent rather than temporary investments will
be included in this category.

Differentiation between items

recorded as investments and items constituting part of the current
assets can generally be determined by the attendant circumstances.
In the case of an insurance company the securities constituting its
permanent portfolio may be treated as investments rather than as
current assets, regardless of maturity dates, and on this practice is
based the use of values reflecting something between original cost
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a temporary expedient rather than sound permanent policy, and should
be accompanied by appropriate reserve provisions. Securities, notes
or other assets which the company intends to convert into cash or
its equivalent within one year will preferably be carried in the
current asset category rather than as investments,
2.
When securities or long-term indebtedness of subsidiary
and affiliated companies not consolidated comprise a substantial
part of the investments item, it is essential that the amount of
them be shown in some way. Likewise, if any of the company's own
securities are included in this total, the number of shares of stock
or the par value of bonds, and the amounts at which they are carried
in this account, should be separately set forth.
3.
Adequate reporting requires that the basis on which the
amounts reported against investments were arrived at be indicated,
and that any change in the basis since the preceding report be
mentioned. Where investments are carried at substantially more than
market value and there is any reasonable prospect of having to
dispose of them in the near future, an appropriate reserve for the
probable loss should be shown in the balance sheet on the liability
side or as a direct deduction from the investments. Similar provision
should be made for any securities which have sustained a large decline
in value which appears to be permanent, even though they are not soon
to be liquidated. If any have become clearly valueless, they should
be omitted altogether,
4.
Notes of directors, officers and employees included in this
group in significant amount should be disclosed by stating them in a
separate total on the balance sheet, or by appropriate foot-note or
other reference,
5.
If any portion of the securities or other property carried
as investments has been hypothecated, this fact requires mention in
a foot-note on the balance sheet or elsewhere in the report.
6.
Unless the character of the investments is clearly shown
on the balance sheet, reference should be made to a schedule which
itemizes the principal holdings.
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Sinking Funds

If sinking funds have been established for the retirement
of company obligations the amount of them should be separately shown
on the balance sheet with appropriate explanatory or descriptive
remarks to indicate their nature and purpose, and the basis of valuation followed.
D,

Deferred Charges

This group of items is often regarded as of minor importance
because it represents a relatively small percentage of the total
assets in the balance sheet. It derives its significance, however,
from its influence on the net profit showing, both of the period under
report and of the subsequent accounting period, and here its effect
may be proportionately much greater. For example, in the balance sheet
$5,000,000 of deferred charges may be only 5% of the total assets, but
in the income account this amount -may make the difference between a
profit of $5,000,000 and no profit at all. Obviously, charges of an .
expense character should not be deferred unless they apply to subsequent periods in which the benefit of the expenditures may reasonably
be expected to be reflected in income, or are small items in suspense
not yet allocated. Items included in this category should be described
fully, and any change between one accounting period and another as to
the nature or extent of the items included should be explained in the
report.
E.

Fixed Assets

1.
This group of items summarizes the property, such as land,
buildings, plant, machinery, equipment and other long-time assets
used in making the company's product or rendering its service. The
distinguishing feature about these assets is that they themselves are
not ordinarily for sale; the company's revenues come from utilizing
them to make something else which is for sale. The determination of
what classes of property constitute fixed assets naturally varies
somewhat in different companies. Generally speaking, only items
having a service life of more than one year, and of substantial value,
will be included in this group.
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The chief problem in reporting assets in this group is
that of determining the amounts at which they are to be stated.
The amounts given in the balance sheet are as a rule the cost of
these assets to the present owners. In any event, it is of primary
importance that the report indicate what basis the amounts represent.
If an appraised value, or a "written down" or "written up" value is
given, the report should so state, and when such a change occurs the
amount of the change should be indicated, preferably by showing it
as an increase or decrease in some form of capital surplus.
general such appraisal changes are not desirable.

In

3.
In the interests of simplicity and clarity it is often
best, in the balance sheet itself, to include all classes of fixed
assets in one amount. If subdivision is considered essential, a
supporting schedule may be used. The classifications which it is
most important to show separately are depreciable property, natural
resources subject to depletion, and non-depreciable property. It
is recognized that records of property acquired years ago frequently
do not distinguish between these different types of assets; yet if
the accounts include provisions for depreciation or depletion, some
information as to the amounts to which these charges relate should
be given in the report.
4.
Each company will determine whether reserves for depreciation and depletion should be deducted on the assets side or
shown on the liabilities side. If the former method is followed,
it is better to show the gross amount of the property, the amount
of the reserve, and the net, rather than to give only the net amount.
It is desirable that the amounts of reserves for depreciation and
depletion be shown separately.
5.
Whenever important transactions involving acquisition or
disposal of physical property have occurred within the year under
report, the salient facts should be given.

- 24 -

F.

Intangibles

1.
This group, including good-will, patents, trade-marks,
franchises and rights of various kinds, should be reported separately from other assets in the balance sheet.
3.
The actual cost to the reporting company is the preferable
basis for reporting intangibles, and it is desirable that this or
any other basis used by the company be clearly indicated. If an
amortization reserve has been set up for these intangibles, it should
appear separately in the balance sheet.
3.
Substantial changes in amounts reported as intangibles
from one year to another call for explanation in the report. If
a company chooses to write off intangibles against surplus, whereas
the regular amortization of the items would otherwise continue for
some years, this action should be disclosed when taken.
LIABILITIES
G.

Current Liabilities

The differentiation between current liabilities and other
liabilities in a given company should follow the same general rule
as in the differentiation between current assets and other assets.
Obviously, the degree to which given liabilities are current depends
upon the attendant circumstances in each case, but liabilities maturing later than one year from the date of the balance sheet are not
current in the usually accepted sense of the term. The amounts
stated for current liabilities should include all obligations which
will have to be met in the immediate future; if any of these are not
exactly ascertainable, an estimated amount should be set up.
1.

Accounts and Notes Payable

Appreciable amounts payable for which bills have not yet
been received should be included in the total as estimates if the
actual amounts are not known. If a substantial proportion of the
total accounts and notes payable is represented by demand or shortterm notes payable to banks or others, as contrasted with accounts
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Likewise, if accounts and notes payable to subsidiaries and affiliates in substantial amount are included, the amount should be
indicated,

2.

Other Current L i a b i l i t i e s

It is desirable that this caption, if used,, be accompanied
by explanatory or descriptive information indicating the nature of
the items; for example, customers' deposits, accrued payrolls and
other current expense items, advance billing and advance payments,
etc.
3.

Accrued Liabilities

It is desirable that items of this nature, if substantial
in amount, be listed separately with explanatory or descriptive information, such as accrued taxes, accrued interest, and dividends
declared.
H.

Long-Term Debt

1.
This category includes debt obligations of the company,
such as mortgage bonds, debenture bonds, collateral bonds, long-term
advances from affiliated companies, as well as bank loans and notes
maturing later than one year from the date of the balance sheet. The
balance sheet itself, or a schedule specifically referred to in it,
should itemize the various classes of debt issues, indicating their
authorized and issued amounts at par, interest rates, and dates of
maturity. If amounts are maturing within the coming year, particular
care should be taken to see that this fact is clearly reported.
2.
Information should be presented in the balance sheet, or
in a schedule referred to in it, as to the total amount of each issue
which has been reacquired but not cancelled or retired, and is therefore outstanding at the date of the balance sheet. It is essential
that the balance sheet show the total amount of such reacquired
securities and indicate in what category and at what value they are
carried.
3*
Discounts on bonds issued are a form of deferred charge,
and may be shown as such on the assets side of the balance sheet.
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They represent an additional interest charge operative throughout
the life of the bonds, and should therefore be written off against
earnings by appropriate annual installments during that period.
Conservatism sometimes leads to their being charged off in advance
of maturity of the bonds to which they relate, and such action should
be indicated when taken. In such cases, the charge for writing off
unamortized bond discount should be against earned surplus,
4.
Any default of interest, sinking fund or redemption
requirements should be disclosed.
I,

Reserves

The presentation of more explicit information with respect
to the various kinds of reserves maintained, and the transactions
affecting them, represents one of the most desirable improvements
that can be made in corporate reporting practices.
Conservative accounting requires that every probable contingency of liability or loss should be considered and provided for
in preparing a company's statements, and every doubt should be
resolved against the company in considering these possibilities. The.
great variety of conditions among companies precludes the offering of
more than general recommendations, but ample reserves are the common
means of making provision for all eventualities.
In some cases company managements have felt it to be an
additional source of strength to their company if these reserves, or
part of them, were not disclosed, but only the net situation stated
in the report. In many cases this is done because the management
believes that the reduced net assets reflect the true condition, or
at least that in the long run it will prove to be so,, rather than
with an intent to understate seriously the actual situation. On the
other hand, it is coming more and more to be felt that, granting that
non-disclosure of reserve provisions may in some senses be in the
interests of stockholders, their interest in knowing what provisions
have been made is greater. The trend is therefore in the direction
of more disclosure, and this seems desirable. Furthermore, a policy
begun as a measure of conservatism may develop into something just
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undisclosed reserves and reported as current earnings. This is
definitely objectionable, and any amounts released from reserves
should be reported as such, and not be allowed to inflate the showing of current earnings. The protection of the interests of stockholders and creditors of the business requires that the company's
policy with respect to building up and utilizing reserves be clearly
explained and that no change in policy be made from one accounting
period to another without disclosure.
1.

Depreciation Reserve

There are four essentials upon which stockholders are
entitled to information in respect of depreciation reserves: (a) the
amount of depreciable property against which the reserve has been
accumulated; (b) the annual rates or amounts at which the provision
for the ultimate retirement of this property is charged to current
operations; (c) the net amount which has been accumulated in the
reserve as of the date of the balance sheet; and (d) the policy of
the company with respect to charging retirements and replacements
of physical property to the reserve.
a)
The base upon which depreciation is commonly computed for
financial reporting purposes is the book cost of depreciable property
to the present owners, as described under Fixed Assets. Only the
balance sheet and income statement showing is referred to here, and
that showing calls for, first, the original cost of the assets, and,
second, the amounts of this original cost which are from time to
time written off or recovered out of gross income as provision for
depreciation. Recognizing that the cost of physical property used
up in operations and not restored by current maintenance is as much
a cost of operations as are current payroll and material expenditures,
it is this property cost which must be charged against gross income
from operations. This principle is so well established that any
departure from it should be indicated.
b)
On the second essential, the annual rate or amount to be
used, and whether or not it should be a fixed rate, there is diversity
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a straight-line method, accruing an approximately uniform rate of
depreciation each year. One of the main variants from this method
has been to take depreciation in proportion to the production of
the year as related to the estimated aggregate production for the
life-time of the plant.
It is less important to have uniformity among all companies
in methods of depreciation accrual than for each company to follow a
consistent policy from year to year, thus avoiding misunderstandings
of the company reports and distortions of earnings. In general, it
seems desirable to accept the principle that depreciation is a function of plant and not of profits and that provision for it should not
be conditional upon the presence of net earnings, but should be made
in recognition of the gradual consumption of the cost of the property.
Moreover, from the stockholders' or creditors' viewpoint there is
neither temporary nor permanent advantage in understating depreciation, and to the extent that such a practice is resorted to, it may
affect the solvency of the company and mislead the investor.
c)
It has already been stated that the place in which the.
depreciation reserve should be shown in the balance sheet is optional.
The function of the reserve as representing book amortization of the
original investment is perhaps best exhibited by showing it on the
assets side as a deduction from the plant figure, while its function
as reflecting the accrued liability for the ultimate retirement of
the plant is best exhibited by showing it on the liabilities side.
It is essential, however, that the amount of the reserve be stated;
simply to show the net amount of the property after deducting the
reserve is inadequate reporting.
d)
If a statement of basic accounting principles followed by
the company is available to stockholders, it will explain the company's practice with respect to differentiating between charges to
maintenance and charges to the depreciation reserve. If no such
statement is available, it is desirable that the company's report
contain a brief statement on this point, or at least that it mention
any change in policy since the last published report.
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Depletion Reserve

Similar considerations to those just discussed apply in
a measure to depletion reserves. In some respects the provision
for depletion is more difficult than the provision for depreciation,
since the physical facts are more indeterminate,. Theoretically
depletion charges, on a tonnage rate or other unit of production
basis, represent the original cost of the property dividend by its
estimated recoverable content; but knowledge of the recoverable
content often varies from year to year as new developments occur,
new processes are discovered, or further investigations and drillings are made. Proper provision for depletion must be a matter for
the judgment of the management and the accountant. The financial
reports should state the amount accumulated or, especially when the
amount of the investment has not been written down, the cumulative
amount distributed to stockholders, as of the balance sheet date
and should indicate the nature of any important change in policy,
3.

Other Specific Purpose Reserves

In addition to the depreciation and depletion reserves,
there may be a variety of other reserves provided for specific
purposes, such as uncollectible reserves, amortization reserves,
inventory adjustment reserves and other asset revaluation reserves,
insurance reserves and provident reserves against pensions and
benefits to employees. Whether these are accumulated by recurring
charges against income, as in the case of depreciation and depletion
reserves, or are established by formal appropriations of current
earnings or earned surplus, the important considerations are. that
they be clearly described in the report and that a consistent policy
be followed by the company in making charges and credits to them.
Full disclosure of any important change in policy should be made.
4,

Contingency and General Purpose Reserves

In large companies there are so many possible contingencies,
some of them alternative to others, and many of them not likely perhaps to result in loss, that it is not practicable to set up specific
reserves for them. The common practice is to set up general purpose
reserves in such cases and these are frequently designated as
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the date of the balance sheet, have been set up on the basis of judgment to be at the service of all possible future losses not provided
for in specific reserves. When a contingency reserve is established,
the fact should be disclosed in the annual report, and future accretions to or charges against it should be reported separately. The
balance sheet should reveal the amounts of such reserves.
J,

Capital Stock

1,
Reporting of capital stock will naturally be in accordance
with the laws of the state of incorporation in so far as they make
provision for reporting stock authorized, issued and outstanding.
2.

The balance sheet, or a schedule referred to in it, should

state, with respect to each class of preferred and common stock, the
number of shares issued and outstanding and their par or stated value.
In the case of no par stock, the basis of the amount shown should be
clearly indicated.
3,
On reacquired stock, the important consideration is that
the number of shares held and the amount at which they are carried
be disclosed, whether reported as an asset or a contra-liability.
4,
Premiums received on the issue of par value stock should be
shown separately in the capital stock category or as capital surplus,
representing as they do a part of the stockholders' investment.
5,
Installments received on capital stock may be reported
either as a separate item in the capital stock category or, if the
terms of the purchase agreement necessitate, the unpaid balance may
be reported on the assets side and the par value or subscription
price for the full amount subscribed may be stated on the liability
side in the capital stock category,
6.
In the event that dividends on cumulative preferred stock
have not been fully paid, a foot-note indicating the amount of arrears
should appear in the balance sheet, or in a statement there referred
to,
7.
The amount and terms of any options for stock purchases
granted by the company should be announced to stockholders.
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Surplus

1.
The annual report to stockholders should include a
reconciliation of surplus as of the beginning and end of the year
under report, either separately shown or included as a part of the
income statement.
2.
Surplus arising from paid-in capital, revaluation of assets,
or other capital adjustments preferably will not be used to relieve
current or future income of charges which should be made against it.
In exceptional circumstances, such as a virtual reorganization, this
may be done provided the action is properly authorized, and its effect
upon the surplus and income accounts explained to the stockholders in
the next published report.
3.
Amounts of surplus formally appropriated, or reserved for
specific purposes or general contingencies, should be separately
stated and accompanied by suitable explanatory or descriptive
information.
4.
If possible of ascertainment, it is desirable that earned
surplus be stated separately from capital surplus arising from paid
in capital, re-appraisal of assets, or other capital adjustments.
Such segregation is frequently difficult in the case of companies
with a long and involved corporate history. Where earned surplus
has not been kept separately from other forms of surplus, a segregation may be made as far back as practicable and thereafter maintained.
The description of the surplus items on the balance sheet would then
show the date of segregation. The changes in capital surplus should
be explained from time to time as they occur. Losses and gains on
reacquired stock of the company are surplus items, and preferably
will be accounted for through capital surplus,
L.

Contingencies

If there are any important contingent liabilities for
endorsements, guarantees, unfilled contracts, taxes, damages, or for
real estate bonds and mortgages on property sold, but from which the
company has not been released a statement indicating their nature,
amount, and probable imminence should appear as a foot-note to the
balance sheet.
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THE INCOME STATEMENT

While from many viewpoints the income statement is of
fundamental importance, income reporting has been less satisfactory
than balance sheet reporting. For example, many corporations have
been reluctant to disclose such information as gross sales and cost
of sales, non-recurring income, and other important information.
There is a great deal of difference among industries in
the certainty with which the income of any one year may be reported.
In a department store, for example, or other merchandising business
with a fairly rapid turnover, the income from sales and the corresponding costs may be ascertained fairly definitely. At the other
extreme perhaps is a large contracting or shipbuilding company,
with contracts requiring two or more years to finish. The outcome
of these contracts is uncertain until they are finally completed;
at the end of any one fiscal period the amounts of income and of
costs must be allocated to that period on the basis of estimates.
In such cases it would seem that the company's own report, or the
auditor's certificate, might well call attention to this situation.
The general principle on which income determination is
based is that profit is considered to be realized when a sale is
effected, unless collection of the sale price is in doubt, and that
unrealized profit, or profit not properly includible on an accrual
basis, should not be credited to income either directly or indirectly.
Departure from this principle requires disclosure and justification.
The order in which the following items are discussed is not
a recommendation as to the order in which they should appear in the
income statement. Each company should design an analytical and
preferably comparative form of income statement which most effectively
and accurately depicts its operations for the year of report.
A.

Gross Sales or Gross Revenue

In general it is desirable to show separately gross sales,
cost of goods sold, selling expenses and administrative expenses;
these gross revenues and total operating expenses may be as detailed
as the company chooses, and should be accompanied by explanatory
remarks indicating their nature and composition. The reluctance of
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gross revenues arises from a fear that disclosure of the gross
profit margin might be detrimental to the company. Where this
is the case, the report might follow the practice of stating gross
operating income, followed by total operating expenses of all
kinds, yielding a net operating income figure which is the result
of the regular or normal operations of the business. The operating revenue and the operating expense figures should not, of
course, include non-recurring items of substantial amount unless
separately disclosed. If a substantial portion of the profit or
loss has resulted from changes in material prices during the year,
rather than from manufacturing operations, and if a separation can
be made reliably, there are advantages in giving this information
to the stockholders.
B.

Non-Operating Income

Under this caption will be included such non-operating
income items as dividends, interest, rents from property not used
in company operations, and royalties. It is desirable to show the
non-operating income gross, and then deduct related non-operating
expenses, unless both are relatively unimportant, when the net
figure will suffice. Individual amounts of non-recurring income
or expense large enough to have a bearing upon net income should
be separately stated and described, and so should any amounts
released into income from accumulated reserves. Interest on or
dividends from reacquired securities of the reporting company, and
losses or gains on the purchase or sale of them, should ordinarily
not be included. If included, mention should be made of their
amount. If this grouping includes dividends from non-consolidated
subsidiaries which were not fully earned, the amount not earned
should be stated. It is also desirable that the parent company's
equity in the earnings of subsidiaries in excess of their dividends
be mentioned, though such excess should not be taken into the earnings of the parent company without the formality of a dividend
declaration.
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by a subsidiary from surplus created prior to acquisition, are
regarded as true elements of income to the recipient. However,
in some cases the circumstances may be such that they may be
properly so reported. On this, as on most other controversial
reporting questions, the important consideration is that the
investor be not misled. If the amount of such dividends included
as income has an important effect upon net income it is desirable
that it be disclosed.
C.

Taxes

It is desirable that the amount of taxes paid or accrued
be shown before stating the amount of income representing the
stockholder's interest. There are no more certain expenses of
conducting a business than taxes, and the income statement should
reflect the fact that taxes have been provided for out of current
earnings.
D.

Depreciation and Depletion

Charges representing amounts applicable to depreciation
of property, plant and equipment, should be stated separately
from any amount provided for depletion. Changes in company practice with respect to the provision of depreciation and depletion
allowances between one accounting period and another should be
explained in the annual report and referred to in the income
statement. From the investor's viewpoint, the primary considerations are that the provision be adequate, be separately stated,
and that a consistent policy be followed from one accounting
period to another, or departures from it are clearly explained.
As in the case of taxes, depreciation and depletion allowances
should be considered as expenses to be deducted from gross income
before stating a net income figure.

- 35 E.

Interest

The amount of interest payments, classified and detailed
if desired, applicable to funded debt and other obligations of the
company should be separately stated as a deduction before net income.
F.

Net Income

The amount stated on the income statement as net income
should represent actual net income after all charges including interest accrued or paid. The statement should show clearly the disposition of this income by the directors.
G.

Dividends

The amount of dividends declared or paid on each class of
stock, preferred or common, should be stated separately. No amounts
for dividends on its own securities held by the reporting company will
ordinarily be included in this figure; but if included, should be
identified. The income statement should show clearly how much of the
dividend total of the year was taken from current earnings and bow
much came from surplus earned in prior years.
The extent to which dividends are paid out of capital surplus
should be shown and the basis on which they are charged against such
surplus clearly explained.
If stock dividends have been paid or declared during the
year, the basis of their accounting treatment as they affect capital
and surplus accounts should be shown in the report.
H.

Surplus Reconciliation

If the income statement has been completed as above suggested,
the last item in it will be the amount to be carried to surplus. A
reconciliation of the surplus balance at the beginning of the accounting period under report with that shown in the current balance sheet
is an essential feature. In this reconciliation all important charges
or credits to surplus will be explained, including amounts appropriated for reserves, other than those given in the income statement. A
conservative practice should be followed with regard to charges against
surplus; by including all proper charges in. the income statements of
the several years, subsequent charges against surplus will largely be
avoided.

- 36 V.

AUDITOR'S CERTIFICATE

The certificate of a firm of public accountants, based
upon their audit of the company's books, is a desirable adjunct
to any company report; bankers commonly insist upon it for credit
purposes, and for listed companies it is legally required.
Accountants have developed a standard form of certificate with
appropriate additions and qualifications, which is now fairly
generally used in auditors' reports. The text of this form of
certificate is substantially as follows:
"To the XYZ Company:
We have made an examination of the balance sheet of
the XYZ Company as at
.
, and of the statement of income and surplus for the year
.
In connection
therewith, we examined or tested accounting records of the
Company and other supporting evidence and obtained information and explanations from officers and employees of the
Company; we also made a general review of the accounting
methods and of the operating and income accounts for the
year, but we did not make a detailed audit of the transactions.
In our opinion, based upon such examination, the
accompanying balance sheet and related statement of income
and surplus fairly present, in accordance with accepted
principles of accounting consistently maintained by the
Company during the year under review, its position at
,
and the results of its operations for
the year.
NOTES
1.

It is contemplated that before signing a report of
the type suggested, the accountant should have at
least made an examination of the character outlined in the bulletin, 'Verification of Financial
Statements,' as interpreted in the communication
of the Committee on Stock List to the Governing
Committee dated October 24, 1933.

2..

The report should be addressed to the directors of
the company or to the stockholders, if the appointment is made by them.
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The statement of what has been examined would,
of course, conform to the titles of the accounts
or statements reported upon.

4.

In the second sentence, any special forms of confirmation could be mentioned: e.g., 'including
confirmation of cash and securities by inspection
or certificates from depositaries.'

5.

This certificate is appropriate only if the
accounting for the year is consistent in basis
with that for the preceding year. If there has
been any material change either in accounting
principles or in the manner of their application,
the nature of the change should be indicated.

6.

It is contemplated that the form of report would be
modified when and as necessary to embody any
qualifications, reservations or supplementary
explanations."

It should be the aim to prepare and present statements
which require no material qualifications of the above certificate.
VI.

INFORMATION ACCOMPANYING THE BALANCE SHEET
AND INCOME STATEMENT

Most companies incorporate in their annual reports to
stockholders textual material commenting upon the financial results,
describing the company's plant, products or services, and explaining
company policies. This information is undoubtedly helpful to investors in interpreting the balance sheet and income statement figures.
Some companies include, also, auxiliary statements, substantiating or
itemizing amounts appearing on the accounting statements, and this
desirable practice might well be further developed.
Reference has been made in preceding pages to several
balance sheet and income statement items which it might be appropriate to supplement with detailed supporting schedules; it is
suggested that a reasonably liberal policy be followed in supplying
information.

